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its liabilities acquired or incurred in a
taxable year beginning before January
1, 1987 is the hyperinflationary cur-
rency basis or amount at the date when
acquired or incurred, as adjusted ac-
cording to United States generally ac-
cepted accounting and tax accounting
principles. If a hyperinflationary cur-
rency basis or amount was not deter-
mined at such date, the dollar basis or
amount, as adjusted according to
United States generally accepted ac-
counting and tax accounting prin-
ciples, shall be translated into
hyperinflationary currency at the spot
exchange rate on the date when the
asset or liability was acquired or in-
curred.

(ii) Dollar amounts. For the first tax-
able year beginning in 1987, the dollar
adjusted basis of the QBU’s assets and
the amounts of its liabilities shall be
those amounts reflected on the QBU’s
dollar books and records at the end of
the taxpayer’s last taxable year begin-
ning before January 1, 1987, after ad-
justing the books and records accord-
ing to United States generally accepted
accounting and tax accounting prin-
ciples.

(2) Ending net worth. The dollar
amount of the QBU’s net worth at the
end of its last taxable year beginning
before January 1, 1987 shall equal the
QBU’s net worth at that date as deter-
mined under paragraph (e)(1)(ii) of this
section.

(f) Profit and loss branch. If a DASTM
QBU is a branch of a United States per-
son and the QBU used a profit and loss
method of accounting for its last tax-
able year beginning before January 1,
1987, then the United States person
shall first apply the transition rules of
§1.987-5 in order to determine the be-
ginning amount and dollar basis of the
branch’s EQ pool, the
hyperinflationary currency basis of the
branch’s assets, and the
hyperinflationary currency amounts of
its liabilities. A profit and loss method
of accounting is any method of ac-
counting under which the taxpayer cal-
culates the profits of a QBU by com-
puting the QBU’s profits in its func-
tional currency and translating the net
result into dollars. See e.g., Rev. Rul.
75-107, 1975-1 C.B. 32. (See
§601.601(d)(2)(ii)(b) of this chapter). The
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QBU and the taxpayer must then make
the adjustments required by §1.985-5,
e.g., the QBU must take into account
unrealized exchange gain or loss on
dollar-denominated section 988 trans-
actions, the taxpayer must account for
the deemed termination of the branch,
and the taxpayer must translate the
QBU’s balance sheet items from
hyperinflationary currency into dollars
at the spot rate.

[T.D. 8464, 58 FR 234, Jan. 5, 1993]

§1.985-7 Adjustments required in con-
nection with a change to DASTM.

(a) In general. If a QBU begins to use
the dollar approximate separate trans-
actions method of accounting set forth
in §1.985-3 (DASTM) in a taxable year
beginning after April 6, 1998, adjust-
ments shall be made as provided by
this section. For the rules with respect
to foreign corporations, see paragraph
(b) of this section. For the rules with
respect to adjustments to the income
of United States shareholders of con-
trolled foreign corporations, see para-
graph (c) of this section. For the rules
with respect to adjustments relating to
QBU branches, see paragraph (d) of this
section. For the effective date of this
section, see paragraph (e). For purposes
of applying this section, the look-back
period shall be the period beginning
with the first taxable year after the
transition date and ending on the last
day prior to the taxable year of change.
The term transition date means the
later of the last day of the last taxable
year ending before the base period as
defined in §1.985-1(b)(2)(ii)(D) or the
last day of the taxable year in which
the QBU last applied DASTM. The tax-
able year of change shall mean the tax-
able year of change as defined in §1.481-
1(a)(1). The application of this para-
graph may be illustrated by the fol-
lowing examples:

Example 1. A calendar year QBU that has
not previously used DASTM operates in a
country in which the functional currency of
the country is hyperinflationary as defined
under §1.985-1(b)(2)(ii)(D) for the QBU’s 1999
tax year. The look-back period is the period
from January 1, 1996 through December 31,
1998, the transition date is December 31, 1995,
and the taxable year of change is the taxable
year beginning January 1, 1999.

Example 2. A QBU that has not previously
used DASTM with a taxable year ending

564



Internal Revenue Service, Treasury

June 30, operates in a country in which the
functional currency of the country is
hyperinflationary for the QBU’s tax year be-
ginning July 1, 1999 as defined under §1.985-
1(b)(2)(ii)(D) (where the base period is the
thirty-six calendar months immediately pre-
ceding the first day of the current calendar
year 1999). The look-back period is the period
from July 1, 1995 through June 30, 1999, the
transition date is June 30, 1995, and the tax-
able year of change is the taxable year begin-
ning July 1, 1999.

(b) Adjustments to foreign corpora-
tions—(1) In general. In the case of a
foreign corporation, the corporation
shall make the adjustments set forth
in paragraphs (b)(2) through (4) of this
section. The adjustments shall be made
on the first day of the taxable year of
change.

(2) Treatment of certain section 988
transactions—(i) Exchange gain or loss
from section 988 transactions unrealized
as of the transition date. A foreign cor-
poration shall adjust earnings and prof-
its by the amount of any unrealized ex-
change gain or loss that was attrib-
utable to a section 988 transaction (as
defined in sections 988(c)(1)(A), (B), and
(C)) that was denominated in terms of
(or determined by reference to) the dol-
lar and was held by the corporation on
the transition date. Such gain or loss
shall be computed as if recognized on
the transition date and shall be re-
duced by any gain and increased by any
loss recognized by the corporation with
respect to such transaction during the
look-back period. The amount of such
gain or loss shall be determined with-
out regard to the limitations of section
988(b) (i.e., whether any gain or loss
would be realized on the transaction as
a whole). The character and source of
such gain or loss shall be determined
under section 988. Proper adjustments
shall be made to account for gain or
loss taken into account by reason of
this paragraph (b)(2). See §1.985-5(f) Ex-
ample 1, footnote 1.

(ii) Treatment of a section 988 trans-
action entered into and terminated during
the look-back period. A foreign corpora-
tion shall reduce earnings and profits
by the amount of any gain, and in-
crease earnings and profits by the
amount of any loss, that was recog-
nized with respect to any dollar de-
nominated section 988 transactions en-
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tered into and terminated during the
look-back period.

(3) Opening balance sheet. The opening
balance sheet of a foreign corporation
for the taxable year of change shall be
determined as if the corporation had
changed its functional currency to the
dollar by applying §1.985-5(c) on the
transition date and had translated its
assets and liabilities acquired and in-
curred during the look-back period
under §1.985-3.

(4) Earnings and profits adjustments—
(i) Pre-1987 accumulated profits. The for-
eign income taxes and accumulated
profits or deficits in accumulated prof-
its of a foreign corporation that are at-
tributable to taxable years beginning
before January 1, 1987, as stated on the
transition date, and that were main-
tained for purposes of section 902 in the
old functional currency, shall be trans-
lated into dollars at the spot rate in ef-
fect on the transition date. The appli-
cable accumulated profits shall be re-
duced on a last-in, first-out basis by
the aggregate dollar amount (trans-
lated from functional currency in ac-
cordance with the rules of section
989(b)) attributable to earnings and
profits that were distributed (or treat-
ed as distributed) during the look-back
period to the extent such amounts dis-
tributed exceed the earnings and prof-
its calculated wunder (b)(4)(ii) or
(b)(4)(iii), as applicable. See §1.902-
1(b)(2)(ii). Once translated into dollars,
these pre-1987 taxes and accumulated
profits or deficits in accumulated prof-
its shall (absent a change in functional
currency) remain in dollars for all fed-
eral income tax purposes.

(ii) Post-1986 undistributed earnings of
a CFC. In the case of a controlled for-
eign corporation (within the meaning
of section 957 or section
953(c)(1)(B))(CFC) or a foreign corpora-
tion subject to the rules of §1.904-
6(a)(2), the corporation’s post-1986 un-
distributed earnings in each separate
category as defined in §1.904-5(a)(1) as
of the first day of the taxable year of
change (and prior to adjustment under
paragraph (c)(1) of this section) shall
equal the sum of—

(A) The corporation’s post-1986 undis-
tributed earnings and profits (or deficit
in earnings and profits) in each sepa-
rate category as defined in §1.904-
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5(a)(1) as stated on the transition date
translated into dollars at the spot rate
in effect on the transition date; and

(B) The sum of the earnings and prof-
its (or deficit in earnings and profits)
in each separate category determined
under §1.985-3 for each post-transition
date taxable year prior to the taxable
year of change.

Such amount shall be reduced by the
aggregate dollar amount (translated
from functional currency in accordance
with the rules of section 989(b)) attrib-
utable to earnings and profits that
were distributed (or treated as distrib-
uted) during the look-back period out
of post-1986 earnings and profits in
such separate category. For purposes of
applying this paragraph (b)(4)(ii)(B),
the opening balance sheet for calcu-
lating earnings and profits under
§1.985-3 for the first post-transition
year shall be translated into dollars
pursuant to §1.985-5(c).

(iii) Post-1986 undistributed earnings of
other foreign corporations. In the case of
a foreign corporation that is not a CFC
or subject to the rules of §1.904-6(a)(2),
the corporation’s post-1986 undistrib-
uted earnings shall equal the sum of—

(A) The corporation’s post-1986 undis-
tributed earnings (or deficit) on the
transition date translated into dollars
at the spot rate in effect on the transi-
tion date; and

(B) The sum of the earnings and prof-
its (or deficit in earnings and profits)
determined under §1.985-3 for each
post-transition date taxable year (or
such later year determined under sec-
tion 902(c)(3)(A)) prior to the taxable
year of change.

Such amount shall be reduced by the
aggregate dollar amount (translated
from functional currency in accordance
with the rules of section 989(b)) that
was distributed (or treated as distrib-
uted) during the look-back period out
of post-1986 earnings and profits. For
purposes of applying this paragraph
(b)(4)(iii)(B), the opening balance sheet
for calculating earnings and profits
under §1.985-3 for the first post-transi-
tion year shall be translated into dol-
lars pursuant to §1.985-5(c).

(c) United States shareholders of con-
trolled foreign corporations—(1) In gen-
eral. A United States shareholder
(within the meaning of section 951(b) or
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section 953(c)(1)(B)) of a CFC that
changes to DASTM shall make the ad-
justments set forth in paragraphs (c)
(2) through (5) of this section on the
first day of the taxable year of change.
Adjustments under this section shall
be taken into account by the share-
holder (or such shareholder s successor
in interest) ratably over four taxable
years beginning with the taxable year
of change. Similar rules shall apply in
determining adjustments to income of
United States persons who have made
an election under section 1295 to treat
a passive foreign investment company
as a qualified electing fund.

(2) Treatment under subpart F of in-
come recognized on section 988 trans-
actions. The character of amounts
taken into account under paragraph
(b)(2) of this section for purposes of sec-
tions 951 through 964, shall be deter-
mined on the transition date and to the
extent characterized as subpart F in-
come shall be taken into account in ac-
cordance with the rules of paragraph
(c)(1) of this section. Such amounts
shall retain their character for all fed-
eral income tax purposes (including
sections 902, 959, 960, 961, 1248, and 6038).

(3) Recognition of foreign currency gain
or loss on previously taxed earnings and
profits on the transition date. Gain or
loss is recognized under section 986(c)
as if all previously taxed earnings and
profits as determined on the transition
date, if any, were distributed on such
date. Such gain or loss shall be reduced
by any foreign currency gain and in-
creased by any foreign currency loss
that was recognized under section
986(c) with respect to distributions of
previously taxed earnings and profits
during the look-back period. Such
amount shall be characterized in ac-
cordance with section 986(c) and taken
into account in accordance with the
rules of paragraph (c)(1) of this section.

(4) Subpart F income adjustment. Sub-
part F income in a separate category
shall be determined under §1.985-3 for
each look-back year. For this purpose,
the opening DASTM balance sheet
shall be determined under §1.985-5. The
sum of the difference (positive or nega-
tive) between the amount computed
pursuant to §1.985-3 and amount that
was included in income for each year
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shall be taken into account in the tax-
able year of change pursuant to para-
graph (c)(1) of this section. Such
amounts shall retain their character
for all federal income tax purposes (in-
cluding sections 902, 959, 960, 961, 1248,
and 6038). For rules applicable if an ad-
justment under this section results in a
loss for the taxable year in a separate
category, see section 904(f) and the reg-
ulations thereunder. The amount of
previously taxed earnings and profits
as determined under section 959(c)(2)
shall be adjusted (positively or nega-
tively) by the amount taken into ac-
count under this paragraph (c)(4) as of
the first day of the taxable year of
change.

(5) Foreign tax credit. A United States
shareholder of a CFC shall compute an
amount of foreign taxes deemed paid
under section 960 with respect to any
positive adjustments determined under
paragraph (c) of this section. The
amount of foreign tax deemed paid
shall be computed with reference to the
full amount of the adjustment and to
the post-1986 undistributed earnings de-
termined under paragraph (b)(4) (i) and
(i) of this section and the post-1986 for-
eign income taxes of the CFC on the
first day of the taxable year of change
(i.e., without taking into account earn-
ings and taxes for the taxable year of
change). For purposes of section 960,
the associated taxes in each separate
category shall be allocated pro rata
among, and deemed paid in, the share-
holder’s taxable years in which the in-
come is taken into account. (No adjust-
ment to foreign taxes deemed paid in
prior years is required solely by reason
of a negative adjustment to income
under paragraph (c)(1) of this section).

(d) QBU branches—(1) In general. In
the case of a QBU branch, the taxpayer
shall make the adjustments set forth
in paragraphs (d)(2) through (d)(4) of
this section. Adjustments under this
section shall be taken into account by
the taxpayer ratably over four taxable
years beginning with the taxable year
of change.

(2) Treatment of certain section 988
transactions—(i) Exchange gain or loss
from section 988 transactions unrealized
as of the transition date. A QBU branch
shall adjust income by the amount of
any unrealized exchange gain or loss
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that was attributable to a section 988
transaction (as defined in sections
988(c)(1) (A), (B), and (C)) that was de-
nominated in terms of (or determined
by reference to) the dollar and was held
by the QBU branch on the transition
date. Such gain or loss shall be com-
puted as if recognized on the transition
date and shall be reduced by any gain
and increased by any loss recognized by
the QBU branch with respect to such
transaction during the look-back pe-
riod. The amount of such gain or loss
shall be determined without regard to
the limitations of section 988(b) (i.e.,
whether any gain or loss would be real-
ized on the transaction as a whole).
The character and source of such gain
or loss shall be determined under sec-
tion 988. Proper adjustments shall be
made to account for gain or loss taken
into account by reason of this para-
graph (d)(2). See §1.985-5(f) Example 1,
footnote 1.

(ii) Treatment of a section 988 trans-
action entered into and terminated during
the look-back period. A QBU branch
shall reduce income by the amount of
any gain, and increase income by the
amount of any loss, that was recog-
nized with respect to any dollar de-
nominated section 988 transactions en-
tered into and terminated during the
look-back period.

(3) Deemed termination income adjust-
ment. The taxpayer shall realize gain or
loss attributable to the QBU branch’s
equity pool (as stated on the transition
date) under the principles of section
987, computed as if the branch termi-
nated on the transition date. Such
amount shall be reduced by section 987
gain and increased by section 987 loss
that was recognized by such taxpayer
with respect to remittances during the
look-back period.

(4) Branch income adjustment. Branch
income in a separate category shall be
determined under §1.985-3 for each
look-back year. For this purpose, the
opening DASTM balance sheet shall be
determined under §1.985-5. The sum of
the difference (positive or negative) be-
tween the amount computed pursuant
to §1.985-3 and amount taken into ac-
count for each year shall be taken into
account in the taxable year of change
pursuant to paragraph (d)(1) of this sec-
tion. Such amounts shall retain their
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character for all federal income tax
purposes.

(5) Opening balance sheet. The opening
balance sheet of a QBU branch for the
taxable year of change shall be deter-
mined as if the branch had changed its
functional currency to the dollar by
applying §1.985-5(c) on the transition
date and had translated its assets and
liabilities acquired and incurred during
the look-back period under §1.985-3.

(e) Effective date. This section is ef-
fective for taxable years beginning
after April 6, 1998. However, a taxpayer
may choose to apply this section to all
open taxable years beginning after De-
cember 31, 1986, provided each person,
and each QBU branch of a person, that
is related (within the meaning of
§1.985-2(d)(3)) to the taxpayer also ap-
plies this section.

[T.D. 8765, 63 FR 10774, Mar. 5, 1998]

§1.985-8 Special rules applicable to
the European Monetary Union (con-
version to euro).

(a) Definitions—(1) Legacy currency. A
legacy currency is the former currency
of a Member State of the European
Community which is substituted for
the euro in accordance with the Treaty
establishing the European Community
signed February 7, 1992. The term leg-
acy currency shall also include the Eu-
ropean Currency Unit.

(2) Conversion rate. The conversion
rate is the rate at which the euro is
substituted for a legacy currency.

(b) Operative rules—(1) Initial adop-
tion. A QBU (as defined in §1.989(a)-
1(b)) whose first taxable year begins
after the euro has been substituted for
a legacy currency may not adopt a leg-
acy currency as its functional cur-
rency.

(2) QBU with a legacy currency as its
functional currency—(i) Required change.
A QBU with a legacy currency as its
functional currency is required to
change its functional currency to the
euro beginning the first day of the first
taxable year—

(A) That begins on or after the day
that the euro is substituted for that
legacy currency (in accordance with
the Treaty on European Union); and

(B) In which the QBU begins to main-
tain its books and records (as described
in §1.989(a)-1(d)) in the euro.
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(ii) Notwithstanding paragraph
(b)(2)(i) of this section, a QBU with a
legacy currency as its functional cur-
rency is required to change its func-
tional currency to the euro no later
than the last taxable year beginning on
or before the first day such legacy cur-
rency is no longer valid legal tender.

(3) QBU with a non-legacy currency as
its functional currency —(i) In general. A
QBU with a non-legacy currency as its
functional currency may change its
functional currency to the euro pursu-
ant to this §1.985-8 if—

(A) Under the rules set forth in
§1.985-1(c), the euro is the currency of
the economic environment in which a
significant part of the QBU’s activities
are conducted;

(B) After conversion, the QBU main-
tains its books and records (as de-
scribed in §1.989(a)-1(d)) in the euro;
and

(C) The QBU is not required to use
the dollar as its functional currency
under §1.985-1(b).

(if) Time period for change. A QBU
with a non-legacy currency as its func-
tional currency may change its func-
tional currency to the euro under this
section only if it does so within the pe-
riod set forth in paragraph (b)(2) of this
section as if the functional currency of
the QBU was a legacy currency.

(4) Consent of Commissioner. A change
made pursuant to paragraph (b) of this
section shall be deemed to be made
with the consent of the Commissioner
for purposes of §1.985-4. A QBU chang-
ing its functional currency to the euro
pursuant to paragraph (b)(2) of this sec-
tion must make adjustments as pro-
vided in paragraph (c) of this section. A
QBU changing its functional currency
to the euro pursuant to paragraph
(b)(3) must make adjustments as pro-
vided in §1.985-5.

(5) Statement to file upon change. With
respect to a QBU that changes its func-
tional currency to the euro under para-
graph (b) of this section, an affected
taxpayer shall attach to its return for
the taxable year of change a statement
that includes the following: “TAX-
PAYER CERTIFIES THAT A QBU OF
THE TAXPAYER HAS CHANGED ITS
FUNCTIONAL CURRENCY TO THE
EURO PURSUANT TO TREAS. REG.
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